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ARichmond,Va.,-basedcommunity
developmentprogramprovides
anaturalexperimentformeasuring
howthechoicesofonepropertyowner
canincreaseordecreasethevalue
ofneighboringproperties.
ThehistorianLewisMumfordfamouslydescribedtheoriginalrationale
forcitiesas“Sanctuary,Village,andStronghold,”withindividualssettling
denselyinoneplaceinordertofacilitatereligion,trade,andsecurity.
Economistshavealsolongbeeninterestedinwhycitiescomeintobeing,
whytheyreachcertainsizesanddensities,andhowtheurbanlandscape
islikelytochange.AdamSmithnotedthatgainsfromspecializationcan
onlybeachievedwhenamarketissufficientlylarge,meaningthatcities
oftenbenefitedfromgreaterproductivity.Spatialexternalities,orthe
increaseinproductivityorwelfarefrombeinglocatednearotherpeople,
areadrivingforcebehindtheexistenceandgrowthofcities.
Anenormousamountofworkhasbeendoneonproductionexternalities.
Agroupoffactoriesmaybebuiltnearoneanotherbecauseacommon
deepwaterportisamoreefficientshipmentlocationthanaseriesof
smallerports.Or,researchlaboratoriesmayconcentrateinonearea—
considerSiliconValley—becausenewknowledgeandtechnology
spreadmorequicklywhensuchlabsarelocatednearoneanother.
Althoughthephoneandthecomputeralloweasycommunicationacross
distance,theydon’tprovideopportunitiesforinformalmeetingsof
engineerswithcompatiblebusinessideasinthewaythatanafter-work
happyhourmight.
ThisEconomicBriefdiscussesasecondsetofexternalities,residential
externalities,whichwehavestudiedrecentlyattheFederalReserve
BankofRichmond.Aresidentialexternalitydoesnotaffectfirmsor
productivity.Rather,itisthesideeffectofonehomeowner’schoices
thatincreasesordecreaseshisneighbor’swelfaredirectly.Forinstance,
whenyourneighborrepaintshishouse,thepriceofyourhouseislikely
toincreasethoughyou’vedonenothingonyourown.Similarlywhena
smartchildmovesintoaschooldistrict,theachievementofhisfellow
pupilsislikelytoincrease.Theseresidentialexternalitiesprovidean
incentiveforindividualstolocatenearoneanotherbeyondtheproduc-
tivityincreasesthatcomefromproductionexternalities.
NEIGHBORHOODREDEVELOPMENT
Considertwo2,500squarefoothouseswiththreebedrooms,three
baths,andidenticalappliancesonaquarter-acreplot.Thepriceof
thesetwohouseswillberadicallydifferentifthefirstoneislocatedin
acrime-riddledneighborhood25milesfromthenearestshopping
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centerandthesecondoneislocatedinatonyneighborhoodalongside
agolfcourse.
Moreover,onceahouseisbuilt,itsvaluewillcontinuetovaryas
neighborhoodboutiquesopenandclose,andasneighboringhouses
arerenovatedorfallintodisarray.Measuringtheeffectofanewstoreor
arenovatedhouseonsurroundingpropertyisadifficulttask,however.
Ifyourneighborspends$50,000onhomerenovationsandthecombined
valueofthehousesinyourcommunityrisesfrom$1millionto$1.1
millionduringthefollowingyear,itwouldbeincorrecttocreditallof
thatincreasetoexternalitiesfromtherenovation.
First,theremaybesomesecularincreaseinhousepricesacrossthe
regionornation.Ifpricesarerising10percenteverywhere,thenthe
drivingforcebehindthepriceincreaseislikelytobesomethingother
thanexternalitiesfromthehomerenovation.
Second,andmoreimportantly,yourneighborcouldhavedecidedto
renovatehishousebecausehelivedinacommunitywithrisingprices.
Inthiscase,itisnotclearwhichwaycausalitywouldrun.Dorising
pricesinaneighborhoodcausehousinginvestmentstobemade,
ordohousinginvestmentscauserisingpricesthroughexternalities?
ANATURALEXPERIMENT
WorkingwithEstebanRossi-HansbergofPrincetonUniversityand
RaymondOwensoftheFederalReserveBankofRichmond,westudied
acommunitydevelopmentprograminRichmond,Va.,thatprovidesa
naturalexperimentwhichhelpsdisentangletheseeffects.1Usingprima-
rilyfederalmoney,thecity’s“NeighborhoodsinBloom”programreno-
vatedhundredsofhousesacrossfourpoor,urbanneighborhoods
between1999and2004.
Oneuniqueaspectofourstudyisthepresenceofanearbycommunity
thathassimilardemographicandhousingstockcharacteristicsasthe
neighborhoodsselectedforrevitalization,butthatdidnotultimately
receivefunding.Usingthenon-revitalizedneighborhoodasacontrol,
wecomparedthegrowthinhomepricesinthetargetedneighborhoods
withthatofthecontrolneighborhoodduringthesameperiod.Weused
astatisticaltoolcalledsemiparametricestimation,whichallowsland
pricestoberecoveredfromhousingsalesdatawithonlyminimal
assumptions,toestimatehousepricesacrosseachneighborhoodboth
beforeandaftertherevitalizationtookplace.
Theresultswerestriking.Averagepricesofhousesthatwerenotreno-
vatedineachofthetargetedneighborhoodswentupasmuchas30
percentmorethanhousepricesinthecontrolneighborhoodoversix
years.Further,theeffectwasstrongestneartheexactsitewherehouses
wererenovatedanddeclinedwithdistance.Still,aminorpriceincrease
resultingfromtherenovationprogramwasstillevidentalittlemore
thanhalfamilefromthesiteofthehomerenovations.
Thetotalvalueofresidentialexternalitiesinthiscasewaslarge.
Thesumofpriceincreasesonnon-renovatedhousesduetothe
NeighborhoodsinBloomprogramwastwotofivetimesthetotal
costofrenovatingthetargetedhouses.EarlierworkbyAmyEllen
Schwartzandhercolleagues,usingquitedifferentmethodology,
foundasimilareffectinpoorneighborhoodsinNewYorkCitywhere
run-downbuildingswererenovated.2
SOcIALNETWORKS
Changesinhousingvaluesarenottheonlyformofresidential
externalities.Economistsandsociologistshaveappliedthelanguage
andmethodologyofexternalitiestosocialinteractionsaswell.
RolandB￩nabou,forexample,proposedamodelofeducational
interactionwherestudentsbenefitiftheirfellowpupilsaregifted.3
Testingsuchtheoriesempiricallyisquitedifficultduetoselectionbias.
Arapidincreaseinachild’seducationlevelwhenhehasgoodpeers
mayreflectsomeothercorrelatedunobservablefact,suchasgood
teachersinthedistrictthatattracthighqualitystudents.
WeiliDingandStevenLehrerattemptedtocircumventthisproblem
byobtainingauniquedatasetonstudentachievementfromChina’s
Jiangsuprovince.4TeachersinJiangsuarerankedeveryyearbystate
inspectors,providingaproxyforteacherquality.Further,studentsin
eachcountyareassignedtohighschoolsbasedonteststakenatthe
endofjuniorhigh.Topschoolsinacountyattractstudentsfromall
acrossChina.Sincethejuniorhightestsaretakenbeforeanyinter-
actionwithpeersatthenewhighschool,itispossibletomeasure
increasesinstudentachievementresultingsolelyfrombeingplaced
withnewhigherorlowerachievingpeers.Attheendofhighschool,
atestwhichisnearlythesoledeterminantofcollegeentryisgiven,
meaningthatstudenteffortonthistestislikelytobehigh.
InDingandLehrer’sestimation,peereffectsarelarge.A1percent
increaseinpeerquality,asmeasuredbyjuniorhightestscores,leads
toa0.08percentto0.15percentincreaseinstudentachievementby
theendofhighschool.Further,highvariabilityofstudentqualityin
asingleclassroomlowersachievementforallstudents.Similarstudies
intheUnitedStates,usingrandomdormassignmentsincollege5and
randomclassroomassignmentsinagivenschool6alsoshowconvincing
evidenceofpeereffectsineducationalquality.EB09-02
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cONcLUSION
Manypeoplespendsignificanttimechoosingwheretolive,work,and
raiseafamily.Neighbors,friends,coworkers,andstrangersinclose
spatialproximitycanhaveasubstantialimpactoncareeradvancement,
inventionofnewgoods,thequalityofaneighborhood,andstudent
achievement,amongmanyothers.Thedesireofpeopletoliveinclose
proximitytoothersisarguablyaninherentlongingformosthumans—
onethatalsohasprofoundeconomicconsequences.
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